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SUBJECT: City Manager’s Proposal Regarding General Reserves (Revised)
REFERENCE: Blue Ribbon Committee Report on City of San Diego Finances —
February 2002

Blue Ribbon Recommendations/Rules Committee Actions— Memo April 2002
City Manager’ s Proposal Regarding General Reserves — Report No. 02-170
City Manager’s Proposal Regarding General Reserves — Report No. 02-186
Mayor’s Memorandum on General Fund Reserve — August 7, 2002

SUMMARY

I'ssue — Should the City Council adopt the City Manager’ s recommendation to: 1) maintain the
Genera Fund Reserve at a minimum of 3% of the General Fund revenues, 2) establish agoal to
bring General Reservesto alevel that is 7% of General Fund revenues, which includes the goal
of bringing the General Fund Reserve to 5% of General Fund revenues within 10 years
beginning in Fiscal Year 2005, and 3) in developing the annual proposed budget the City
Manager shall propose to the Mayor and City Council an increase to the General Fund Reserve
in any fiscal year in which General Fund revenues are projected to increase by 2% or more over
the prior year budgeted revenues as a means toward achieving the 5% goal ?

Manager’s Recommendation — Adopt the proposal to: 1) maintain the General Fund Reserve at
aminimum of 3% of the General Fund revenues, 2) establish a goal to bring General Reservesto
alevel that is 7% of General Fund revenues, which includes the goal of bringing the General
Fund Reserve to 5% of General Fund revenues within 10 years beginning in Fiscal Y ear 2005,
and 3) in developing the annual proposed budget the City Manager shall propose to the Mayor
and City Council an increase to the General Fund Reserve in any fiscal year in which Generd




Fund revenues are projected to increase by 2% or more over the prior year budgeted revenues as
ameans toward achieving the 5% goal.

Other Recommendations— The Blue Ribbon Committee Report on City of San Diego
Finances February 2002 (Blue Ribbon Committee Report) recommended increasing (general)
reservesto 7 — 10% of General Fund revenues.

Fiscal Impact — Fiscal Y ear 2003 - None

Fiscal Year 2004 — Establishing an initial General Fund Reserve level of 3% in Fiscal Y ear
2004, assuming a conservative increase of 2% in General Fund revenues for Fiscal Y ear 2004,
would require a minimum increase to the General Fund Reserve of approximately $900,000.

BACKGROUND

On April 15, 2002 the City Council adopted the Blue Ribbon Committee Report. The first
recommendation of the Committee was.

Recommendation #1; Evaluate and determine what an adequate reserve level isfor the City. At
this time, the Committee recommends increasing the reserves to be between 7 to 10% of General
Fund revenues. (See Attachment A)

In amemo dated April 4, 2002, the Mayor directed the City Manager to prepare a proposal to the
Committee on Rules, Finance and Intergovernmental Relations to evaluate and determine an adequate
reserve level for the City. In order to ensure that the level of General Reservesis sufficient to address
unforeseen contingencies, the City’ s revenue sources, its economic environment, budgetary fixed costs,
and the debt for which the General Fund is obligated were analyzed.

On July 24, 2002, the City Manager presented to the Committee on Rules, Finance and
Intergovernmental Relations a proposal to increase General Reservesto agoal of 5 - 7% of General
Fund revenues. A representative of the San Diego County Taxpayers Association recommended that
the 5 - 7% goal be focused on increasing the General Fund Reserve rather than General Reservesas a
whole. The Committee on Rules, Finance and Intergovernmental Relations agreed that efforts to
increase General Reserves should focus on the General Fund Reserve component and that the other
general reserves serve as an added advantage. Accordingly, the Mayor directed the City Manager to
return to a subsequent Rules Committee meeting to continue the discussion on adequate General
Reserve as well as General Fund Reserve goals. The City Manager was also directed to provide
additional information on the City’ s outstanding debt obligations including Certificates of Participation
(COPs).

On August 7, 2002, the City Manager presented to the Committee on Rules, Finance and
Intergovernmental Relations arevised proposal to increase General Reserves. In addition to proposing
a General Reserves goal of 5 - 7% of General Fund revenues, the proposal included a separate goal to
increase the General Fund Reserve to agoal of 3 — 5% of General Fund Revenues.

At the August 7" Rules Committee meeting, Mayor Dick Murphy presented a memorandum proposing
the following:

» The Genera Fund Reserve shall be set at a minimum of three percent (3%) of annual General
Fund revenues.



* The General Fund Reserve shall be increased to five percent (5%) of the annual General Fund
revenues as soon as it isfinancially feasible.

e Inany fisca year in which General Fund revenues increase $10 million or more from the prior
fiscal year, ten percent (10%) of the increased General Fund revenues shall be put into the
General Fund Reserve until the General Fund Reserve reaches five percent (5%) of General
Fund revenues.

The Committee on Rules, Finance and Intergovernmental Relations inquired under what conditions or
circumstances the General Reserves would appropriately be used, and how they would be replenished if
ever accessed. There was also discussion about establishing a*“goal” as opposed to a strict mandate of
what percentage of revenues should be allocated to the General Fund Reserve annually, in order to
provide the Mayor and Council with the flexibility to examine and consider all budget priorities and
obligations, and to make allocations to the General Fund Reserve accordingly.

In addition, a representative of the San Diego County Taxpayers’ Association concurred with the
Mayor’s memorandum, and suggested that a fixed percentage, rather than a percentage range, be
established for both the General Fund Reserve and the General Reserves. She also agreed that having a
reserve level goal rather than a mandated annual set-aside was preferable to provide flexibility.

In subsequent discussions between the Mayor and the City Manager, it was determined that the Mayor’s
proposed course of action would be discussed with the Rules Committee, with the following
modifications to the second and third points of the Mayor’ s recommendations as outlined above:

* The General Fund Reserve shall be increased to 5% of the annual General Fund revenues within
10 years beginning in Fiscal Y ear 2005.

* Indeveloping the annual proposed budget the City Manager shall propose to the Mayor and City
Council an increase to the General Fund Reserve in any fiscal year in which General Fund
revenues are projected to increase by 2% or more over the prior year budgeted revenues as a
means toward achieving the 5% goal.

DISCUSSION

Since the inception of General Fund Reserve in Fiscal Year 1993, there has not been an occurrence or
incident that warranted utilization of these reserves for any purpose. Despite current and past economic
downturns, the City of San Diego has undertaken measures to reduce expenditures to mitigate revenue
shortfalls rather than considering utilization of reserve funds. Circumstances or conditions that may
warrant use of these funds would include natural disasters or a catastrophe such as that faced by New
York City last year; state budget impacts; a substantial revenue shortfal; or excessive liabilities or
judgments against the City. Even under such conditions; however, the City would strive to limit or
avoid use of reservesto the greatest extent possible. However, were it to be necessary to access reserve
funds, the City Manager would make a recommendation to the City Council; utilization of the reserves
would require approval by the majority of the City Council.

Replenishment of reservesin the event of utilization would be identical to the current plan for
increasing the General Fund Reserve: the City Council may allocate whatever level of funding they
deem appropriate, given competing operational priorities such as public safety, deferred maintenance,
pre-negotiated salary requirements, and retirement contributions, toward replenishment of the General
Fund Reserve. Additionally, in the event of a natural disaster or catastrophe that renders the City



eligible for federal or state reimbursement, a commitment could be made to allocate part or all of such

reimbursements to the General Fund Reserve.

The following table shows the current status of the General Fund Reserve and the General Reserves, as

well as the anticipated status of these reserves for Fiscal Y ear 2004.

Tablel1l. Estimated Fiscal Year 2003 and 2004 Gener al Reserves Status

Reserve Description Fiscal Year | Percent of | Fiscal Year | Percent of
2003 General 2004 General
Amount Fund Amount Fund
(millions) Revenues (millions) Revenues
(estimated) (estimated)
General Fund Reserve $21.4 2.94% $22.3 3.00%
GASB 31 Reserve $2.0 0.27% $2.0 0.27%
Convention Center Reserve $6.9 0.95% $6.9 0.93%
MTDB/Trolley Reserve $2.1 0.29% $2.1 0.28%
Balboa Park/Mission Bay Reserve $3.5 0.48% $3.5 0.47%
Ballpark Reserve $2.3 0.32% $7.5 1.01%
Library System Reserve $0.0 0.00% $5.0 0.67%
Total General Reserves $38.2 5.25% $49.3 6.63%

The following table demonstrates how the incorporation of the proposal to achieve 5% General Fund
Reserve could potentially impact the General Fund revenues in future fiscal years. Thisincorporates an
incremental increase to the General Fund Reserve of approximately .2% annually in order to achieve a
Genera Fund Reserve that is 5% of General Fund revenues within 10 years beginning in Fiscal Y ear
2005 (see Table 2).

Table2. Manager’s Proposal — Projected General Fund Revenues and
General Fund Reserve Goals by Fiscal Year — Starting with 3% in Fiscal Year 2004

Projected General Genera Fund Required
Fiscal Fund Revenue' Reserve Goa Genera Fund Increase to
v (Millions) (Percentage of GF Reserve Goa Genera Fund
ear L
Revenue) (Millions) Reserve
(Millions)
2003 $729.3 2.9% $21.4°
2004 $743.9 3.0% $22.3° $0.9
2005 $778.9 3.2% $24.9 $2.6
2006 $815.6 3.4% $27.7 $2.8
2007 $854.0 3.6% $30.7 $3.0
2008 $894.3 3.8% $34.0 $3.2
2009 $936.4 4.0% $37.4 $3.5
2010 $980.5 4.2% $41.2 $3.7
2011 $1,026.7 4.4% $45.1 $4.0
2012 $1,075.0 4.6% $49.4 $4.3
2013 $1,125.7 4.8% $54.0 $4.6
2014 $1,178.69 5.0% $58.9 $4.9




!Assumes nominal revenue increase for FY 2004 (2%), and a revenue increase equal to an average of the past 10
years' revenue increases (4.71%) for each fiscal year thereafter.

?Includes $4.7 million that may be used to fund Library bond issuance in FY 2004.

Based on a 2% General Fund revenue increase in Fiscal Y ear 2004, the allocation required to bring the
General Fund Reserve up to 3% of General Fund revenues would leave approximately $13.7 million to
alocate for other needs, which is not sufficient to cover even the projected additional salary
requirements (estimated at $12.4 million before the Police Officers’ Association contract negotiations)
for Fiscal Year 2004. It istherefore important to emphasize that the 3% figure is a challenge in that
there are unavoidable budgetary expenses and obligations that must be addressed prior to setting aside
funds for the General Fund Reserve.

It isalso important to keep in mind that the level of the overall General Reserves, based on the revenue
estimates used in this report, are anticipated to remain at a respectable 6.63% of General Fund revenues
for Fiscal Y ear 2004, even before the allocation of additional funds to the General Fund Reserve. That
being the case, the City’ s bond ratings should not be negatively impacted even in the event that the
Genera Fund Reserveis not brought up to the full 3% of General Fund revenuesin Fiscal Y ear 2004.

CONCLUSION

Taking into account the broad margin for variance in the revenue projections used for thisanalysis, it is
reasonabl e to assume that it may take at least 10 years to achieve a General Fund Reserve level that
represents 5% of annual General Fund revenues, based on historical average revenue growth of 4.71%
over the past 10 years. While Table 2 represents a goal of reaching the 5% mark in 10 years beginning
in Fiscal Year 2005, economic conditions and budgetary obligations and priorities will determine
whether this goal can be achieved within that time frame.

Conversely, should revenues exceed the projections used in this report in ensuing fiscal years, enabling
the City to meet its operational priorities and obligations with arevenue surplus, it is within the City
Council’ s discretion to allocate more funds to the General Fund Reserve than what is depicted in the
City Manager’ s recommendation, thereby potentially shortening the time frame within which the 5%
goal is achieved.

Respectfully submitted,

Lisalrvine Approved: Michael T. Uberuaga
Financial Management Director City Manager
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